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ABSTRACT
The agricultural sector plays a significant role in economic development in Indonesia.

Therefore, due to its urgency, the goal is to achieve some pilar in the Sustainable
Development Goals agenda. However, Indonesia faces enormous obstacles in achieving a
substantial global plan. Financing is one of the most impactful factors in stimulating food
sustainability development because it not only increases food production but also increases
the farmers’ incomes and improves their welfare. However, the existing financing scheme is
less impactful to the farmers’ welfare. Therefore, this study aims to review the Islamic
financing schemes over the countries. Moreover, we identify future research relevant to a
particular research question, topic area, or phenomenon of interest.
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1. INTRODUCTION

The agricultural sector is a prominent issue for Indonesia. It was a primary food source for
the entire population that will continuously increase as well as the global population
increases. Due to its urgency, the integrated development agenda embedded it in the global
agenda, namely Sustainable Developments Goals (SDGs). Particularly, our main focus is the
second pillar of SDGs, namely zero hunger in 2030. However, Indonesia’s condition is
experiencing a big challenge to face food security due to four factors.

Firstly, Indonesia’s Food Security Index shows a decreasing trend starting from 2014.
(BKP, 2019). Secondly, food producers are dominated by small producers whose income is
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less than half of the major producers(BPS, 2020). Most farmers live in a vicious circle of
poverty since they rarely generate income above their consumption requirements to save and
use for investment activities (Brehanu & Fufa, 2008). Thirdly, the declining of public
investment in the agricultural sector as from 0.42 to 0.28, in 2001 to 2018 respectively.
Lastly, it is also necessary to highlight the increase of food prices caused by supply
disruptions due to weather, macroeconomic problems and regional conflicts

Therefore, in the current turbulent environment due to the pandemic, a transition
mechanism is required to ensure that the intended Sustainable Development Goals (SDGs)
are met to develop a more sustainable world and the long-term viability of human life.
Morals and ethics must be implemented endogenously when the analysis is carried out in the
framework of sustainable development. Each stakeholder has a responsibility to achieve the
food sustainability as well as their need to consume for survival. Therefore, to enhance food
sustainability, management could examine food industry sustainability issues from multiple
perspectives, such as consumer, government, and business (Yamamoto et al., 2021). There
are many attempts to do as well as the complex food system including the food production
stage, processing stage, and marketing stage, all of which are linked to the main micro
component — agricultural profitability (Tey et al., 2020). This study investigates financing
support since it covers most of the whole process.

Agricultural credit is a significant component in farming activities since appropriate
funding to farmers makes all farm activities possible and increases production (Udoka et al.,
2016). However, the existing financings are mostly less affecting the farmer’s welfare
because of the following factors: the collateral obligation, the high-interest rate, the existence
of middlemen that exploit a significant portion of farmers’ income (Oladokun, 2016). In the
end, most farmers live in a vicious circle of poverty. Therefore, the new alternative financing
might increase farmers’ welfare by increasing their income. In this study, we will investigate
the alternative financing that has been implemented and proposed by scholars. Our study
aims to discuss the alternative financing that did not involve those factors that became the
main problems to the un-development agricultural sector, namely Islamic Financing in the
Agricultural industry.

2. AGRICULTURAL FINANCING

Credit has a significant role in agriculture development (Zuberi, 1989). An abundance of the
literature confirmed that the financial element has significantly positively affected
agricultural economic growth and welfare (Belek & Jean-Marie, 2020; Olaniyi, 2017;
Osabohien et al., 2020). Since farmers are hard to maintain the cash flow, they also hard to
settle the operational farming cost such as buying seeds, fertilizer, labor charges, etc. In
addition, the study from the Lahore University of Agriculture validates that cash purchasing
of agricultural inputs will save up to 25 percent on expenses (Obaidullah, 2015).

In Nigeria, there is popular financing called Agricultural Credit Guarantee Scheme
(ACGS) (Oladokun et al., 2015). The financing mechanism covers 75 percent of farmers’
default payments. However, due to the discrepancy with the farmer’s characteristics, this
program was failed. There are two issues behind this failed. Firstly, it was involved interest
rate. Udoka et al., (2016) confirm a negative association between interest rates and
agricultural output. The imposition of interest rate reduces the farmers’ motivation to
produce more because the expected return does not justify their work. Secondly, It was the
involvement of middlemen that exploit the income. Kaleem et al., (2009) reveal that
middlemen are the primary financiers and buyers of crops in the rural economy. In fact, the
middleman gets more profit with less effort compared to the farmer (Oladokun, 2016).
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Based on above review, the existing agricultural financing was still hard facilitate poor
farmers. The mechanism also less appropriate to farmers. Alternative financing that not
involving such conventional categories is needed to achieve the prosperity of agricultural
producers. The new financing model should be eliminating the interest rate. The alternative
financing is also should cover the fairness of benefit and risk. Capital owners’ exploitation
of the economy has exacerbated the poor’s situation, making the gap between the two parties
more unavoidable (Utama & Suwarsi, 2019).

3. ISLAMIC AGRICULTURAL FINANCING

The existence of Islamic financing provides enormous optimism for the economic well-being
of society. The principle of justice is central to Islamic finance, which forbids usury and
other exploitative practices such as uncertainty (gharar), gambling (maysir), fraud, scale
reduction, taking wealth with crime, and transactions on unlawful products. The Islamic
economic moral is a fundamental disclosure for the establishment of an Islamic Financial
Institution (IsFl). According to Leaman (2015), an IsFI is expected to be more than a
commercial institution. It is paying attention to social responsibility and encourage returns
based on profit and loss sharing to ensure justice for all parties (Nomani, 2021).

Based on the Sharia point of view, the financing schemes in a financial institution are
classified into two forms, equity-based and debt-based financing. Equity-based financing
implements the Profit and Loss Sharing (PLS) with their clients, while it is not involved in
debt-based financing (Fianto et al., 2018). In agricultural funding, equity-based financing is
mainly based on Muzara’ah, Mudharabah and Musyarakah. Then, debt-based financing
consists of Murabahah, Bai’ Salam, ljarah and Qard al Hasan.

3.1 Equity-based Financing
Two classical that are commonly discussed in this form are Mudharabah and Musyarakah.
The Mudharabah, also known as a trustee-partnership, is a type of finance in which an IsFlI
provides capital finance for an agri-business venture initiated by the farmer. The capital is
owned by an IsFI known as Rabb-al-Maal, and the farmer known as Mudharib is in charge
of the agri-management. Venture’s profit is distributed by a predetermined ratio. The capital
provider completely absorbs any losses, whereas Mudharib does not bear any losses except
business and work (Obaidullah, 2015).

The second is Musyarakah, or joint venture, which is a partnership in which both the
IsFI and the farmer contribute capital and entrepreneurship. It is an agreement in which the
farmer and the IsFI agree to pool their financial resources and manage the venture according
to the contract terms (Obaidullah, 2015). Profits are split in the agreed-upon ratio between
the IsFI and the farmer. Losses are allocated in direct proportion to their respective capital
contributions.

Another type of Musyarakah known as diminishing Musyarakah has great potential as
a financing product for the IsFIl. A classical Musyarakah seeks to include the IsFI as a
permanent partner in the venture, while in a declining Musyarakah, the IsFI’s equity share
is reduced each year through partial capital return. Periodic profits are paid to the IsFI based
on its reduced equity share that remains invested during the period. Over time, the farmer’s
share of the capital grows steadily, eventually resulting in complete ownership of the
venture.

The last financing based on equity-based is the Muzara’ah scheme. It has been
successfully implemented in Sudanese Islamic banks and raised the agricultural sector
contribution in the nineties (Mohsin, 2005). Muzara’ah is basically the share-cropping
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agreement between landowners and cultivators. This type of financing exists as a community
tradition rather than a formal institution. Susanti et al., (2021) documents this financing
implementation in Probolinggo, Indonesia. The scheme is when landowners hand over the
capital of land and seed to cultivators to be managed, while cultivators are responsible for
managing the land. When the harvest time comes, the result is divided into two parties. If
the cost of seeds and other materials has not been deducted from the business results, the
profit-sharing ratio that can be used is 1/3 (one-third) for cultivators and 2/3 (two-thirds) for
landowners. If other costs are taken into account, the distribution ratio is 1/2:1/2.

3.2 Debt-based Financing

Moving to debt-based financing, there are Salam scheme. Waluyo et al., (2019) suggest that
Salam as the suitable financing based on Sharia overview since it has been implemented in
Indonesia. According to Sharia Statement of Financial Accounting Standards Number 103,
Salam is a contract of sale and purchase of goods’ order with delivery on later days by the
seller while the payment made by the buyer is done in advance upon under certain conditions.
Kaleem and Ahmad (2010) conclude that the contract benefits both parties because the seller
receives the money in advance, and the buyer typically pays the price at a lower rate.

Salam contract was very popular in Pakistan’s agricultural financing products (Kaleem
& Wajid, 2009). Moreover, Utama & Suwarsi et al., (2019) claims that Salam is more
appropriate than murabahah, the most common financing product used nowadays since its
payments are fitted to agricultural sector cash flow. However, Since 2002, Salam contract in
Islamic banking has not existed at all (Widiana & Annisa, 2018). Hudaifah et al., (2019)
confirm that its implementation’s main problem is the distinction of business cycle between
financial institutions and farmers. In addition, Ningsih et al., (2016) add some causes of non-
implemented salam in Islamic Banking in Indonesia, such as the risk of banks’ fear of
dishonesty or farmers’ harvest failure and the lack of socialization.

Another sale or lease-based financing stands for Bai Muajjal. It is a sale in which
payment is postponed on future dates. This scheme often includes Murabahah patterns,
implying a sale on a cost-plus basis. The mechanism is when farmers need to buy farming
equipment. Then, the farmer applies to the Islamic Financial Institution (IsFl). Therefore,
IsFI buys to the supplier at the P price and marks the price to the farmer, P+M, where M is
the nominal mark-up.

This Islamic credit product is closely similar to conventional interest-based credit.
However, there is a clear distinction between these two credits. The amount of debt created
by Bai Muajjal is the price of the underlying commodity which is fixed and constant at the
time of contracting even if the maturity of the product is extended later. However, in
conventional credit products, the amount of debt increases as maturity approaches,
compounded at the interest rate, as in the case of loan restructuring (Obaidullah, 2015). Bai
Muajjal may not be appropriate for financing all types of farming activities, such as
vegetable growing, fishing, and other agri-based activities. While Bai Muajjal can be used
to finance the purchase of saplings, fertilizer, fishing nets, and so on, in practice, farmers
would need funding for the physical asset(s) involved and working capital.

Apart from the above mentions, Saqib et al., (2015) argue Qard al Hasan (QH) as
another alternative Islamic agricultural financing. QH is a voluntary loan to one party
without any excess or any return on the principal. This contract requires the lender not to
obtain any interest payments in excess of the advanced loan’s principal amount and take any
gift from borrowers (shawkani, 2001). When an excess is not the result of a contractual
obligation, or when there is no conventional rule in this regard, the debtor might offer a
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portion of his own free will to the creditor as Hibah (gift), as permitted by Islamic

commercial law (Hazm, 2008).

4. CONCLUSION AND RECOMMENDATION

In this study, we investigate some Islamic financing models that have been proposed by
scholars and implemented over the countries. Saqib et al., (2015) report that Riba-free
financing is essentially needed by poor farmers who care about the prohibition of Riba.
According to the literature review regarding Islamic Financing, we briefly examine the
existing Islamic financing and recommend future research on this field.

No Scheme Explanation Supporting Restriction/Critics
Author
1 Muzara’ah Share-cropping  (Mohsin, 2005)  The financial institution is
agreement (Hakimi, 2011a) not a landowner.
between (Hakimi, 2011b) Therefore, the possibility
landowners and for the bank to be a
cultivators landlord is the bank could

first buy the land using
other principles like ljarah
Muntahiyah Bit Tamlik,
Murabahah and salam
(Hakimi, 2011a)

2  Mudharabah A partnership in  (Az-Zuhaili,
which two 2011) (Hakimi,
parties 2011a) (Hakimi,
contribute as 2011b)
financier and
fund manager

Since the collateral is one
of the incompatible factor
for farmers (Hassan et al.,
2012), taking a
Mudharabah financing
contract from Islamic
banking is still uneasy

3  Musyarakah A partnership in  (Obaidullah,
which both the  2015)

There is rarely for two
parties having both land

IsFI and the and capital at once
farmer
contribute
capital and
entrepreneurship
4 Bai A sale in which  (Obaidullah, Bai Muajjal only provides

Muajjal/Muraba payment of the  2015) a partial solution

hah purchase is (Obaidullah, 2015)
postponed until
a later date

Qard al Hasan  Voluntary loan  (Saqib et al., The IsFlI may not be
to one party 2015) interested since this model
without any IS more social-oriented

excess or any
return on the
principal

than business goals. We
argue that QH is more
suitable for implementing
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in philanthropy
institutions.

5 Salam Sale and (Kaleem & The distinction of the
purchase of the ~ Ahmad, 2010; business cycle between
agricultural Kaleem & financial institutions and
product with Wajid, 2009; farmers (Hudaifah et al.,
payment in Utama & 2019)
advance and Suwarsi, 2019;
delivery on later Waluyo &
days Rozza, 2020)

Based on our investigation, we recommend additional research that focuses on
developing a detailed practical model salam. Ehsan and Shahzad (2015) confirm that Salam
contract is the most suitable Islamic banking product for agricultural sectors compared to
other products. Although salam has a different cycle between financial institutions and
agriculture business processes, some Microcredit Financial Institutions have applied a
similar salam scheme. Therefore, it needs further investigation to find the best mechanism
that benefits both equity providers and farmers. In Indonesia, some microcredit financing
institutions are engaged in the agricultural sector field. However, there is no empirical
literature concluding the loss-sharing in agricultural financing. The interview or focus group
discussion is needed to support and confirm the appropriate scheme.

We also recommend implementing Islamic financing by Micro Credit Institution such
as Peer to Peer (P2P) Lending. It accommodates the un-bankable group, in which most
farmers are categorized. Micro Credit Institution may facilitate borrowers who may not have
access to banks with lower rates of return and more affordable financing. Therefore, it is a
strategic way to intermediate the barriers of financing.

To conclude, financing support is the primary support needed by a farmer. The primary
goal of development is the community’s welfare, therefore it is very relevant to examine the
impact of development carried out on the welfare of farmers. Welfare can be achieved by
increasing agricultural production, leading to reducing poverty, improving food security, and
playing a vital role in other development.
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